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Two Sides
T H E formulation of principles for the
guidance of rational accounting is attended with difficulties because of the
axiom that there are two sides to every
question.
No subject better illustrates this difficulty than the subject of appreciation.
The problem which it presents is one of the
most troublesome extant.
For taxing purposes, the United States
government does not recognize appreciation as income until the increase in value
has been realized.
For taxing purposes, Great Britain does
not recognize appreciation as income even
when realized, holding that realization is
but the conversion of a capital asset from
one form to another.
For valuation purposes, the Interstate
Commerce Commission uses investment
cost as a basis, arguing that it is capital
invested which must be maintained intact.
For valuation purposes, the United
States Supreme Court has tended to support replacement cost, influenced, apparently, by the thought that the conditions
surrounding eminent domain govern the
question, and that it is property, not the
cost of the property, of which the involuntary grantor is deprived.
For depreciation purposes, one school of

thought insists that depreciation on appreciation is chargeable to operations, inasmuch as the replacement cost of the property units must be recovered.
For depreciation purposes another school
of thought holds that the charge for depreciation on appreciation should be offset by
a credit from unrealized appreciation, thus
nullifying the effect on operations.
For borrowing purposes, the tendency is
to concede replacement cost as a basis of
value from which to determine the amount
which the property will justify.
For statement purposes, that is, with respect to profit and loss, the tendency is to
say, "Before depreciation and taxes," particularly where the earning power relates
to bonds.
Before a satisfactory answer is found to
the highly controversial question of how
to treat appreciation in accounts, it is likely
that appreciation will have to be more
carefully defined than at present.
It is not unlikely that appreciation will
be attributed to increased productivity of
capital, not to value in exchange, and not
to a rising price level.
If the first premise is found to be true,
apparently there will be no inconsistency
in charging depreciation on appreciation
to operations.
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Investment Trusts
(Concluded)
II—VALUATION OF STOCK DIVIDENDS

(Concluded)
A T least up to this point, i.e., where a
stock dividend represents the amount
of earnings of the issuing corporation transferred from surplus account to capital account, it seems clear that a stock dividend
is income to the recipient, whether or not
Congress has the power to tax it as such.
And this conclusion, though it has in the
past received nothing approaching general
acceptance by accountants, has been
strongly buttressed by the ruling of the
New York Stock Exchange made in connection with the income accounts of investment trusts.
There is a strongly held opinion, however, that the ruling does not go far enough;
that stock dividends received are properly
income up to the amount of their market
value. The objection to this is based on
the idea that the valuation of the dividend
shares at market gives rise to unrealized
appreciation.
The problem may be brought out by
extending and modifying our previous example. Let us suppose that the stock of
corporation X is selling at $20.00 a share,
which is twice its asset value and is equivalent to capitalizing income at 5 per cent.
Suppose that A sells his 1,000 shares of
stock dividend to C at market price. C
sets up his purchase as an asset at $20,000.00 and conservative certified public
accountants certify his financial condition
accordingly. The corporation has a net
worth of $110,000.00 or $10.00 a share.
If A has taken into income the full sale
value of $20,000.00, he is still carrying his
original 10,000 shares at their asset value
of $10.00 a share and C is carrying 1,000
shares at $20.00 a share. Is there any
logic in insisting that A is entitled to take
into income only a portion of the sale
price and must, therefore, by crediting

part of the proceeds to his investment
account write the latter down to a lower
basis than $10.00 a share? It would seem
not. But this is a relatively simple and
probably not very common case, in that it
has been assumed that the cost price on
A's books corresponds with the asset value
on the books of the issuing corporation.
Suppose we take C with his 1,000 shares
bought at $20.00 and carried as an investment at $20,000.00. He receives a subsequent dividend of 100 shares representing
corporation earnings of $1,000.00. The
market value is now $30.00 a share, which
is three times the asset value and is equivalent to capitalizing earnings at 3 1-3 per
cent. C sells the 100 shares to D for
$3,000.00, and takes $3,000.00 into income. D takes up the $3,000.00 in investment account and a conservative firm of
certified public accountants certifies his
financial condition accordingly. C still
carries his 1,000 shares at $20,000.00,
though their market value is $30,000.00.
Can we insist that he write his investment
down still more below market by crediting
to investment account some of the sale
price of the 100 shares, all of which he
claims as income? If we do, we are in an
illogical position regarding the valuation
of the stock at $30.00 a share in D's balance
sheet. Why should we insist that client C
provide a reserve against a $20.00 valuation if client D can be considered as not
having impaired his capital by buying the
stock at $30.00? And on what theory
would we require such a reserve? Probably
no one would seriously suggest that asset
value should be adopted as the criterion.
But the only alternative would be to set
ourselves up as judges of value on the
basis of present or prospective earning
power. It may be said that in the case
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under consideration we could avoid this
dilemma by passing the income credit to
the full amount of the proceeds of sale on
the ground that the sale of the stock dividend constitutes a definite realization
through a closed transaction.
But this will not help us greatly. For
certain corporations of great financial
strength and well-merited reputation for
judgment and integrity wish to hold stock
dividends received because their judgment
tells them that the retention of these issues
strengthens their own position in one way
or another, or their special knowledge of
the industry which these holdings represent indicates that earnings will catch up
to market valuations. They claim the
right to take stock dividends into income
at market valuation, whether or not sold.
Of course, they might sell the dividend
shares and simultaneously repurchase them
but they do not choose to pay the taxes
which would be assessed. They challenge
any universal application of the maxim
that the closed transaction is a distinguishing characteristic of income. They assert
that it has no significance to the determination of income in circumstances where a
ready and authentic measure of market
value exists, and where, in spite of taking
stock dividends on the books at market,
the book value of investment account of
the receiving corporation is still substantially under the market. The questions
that are raised seem fundamentally to be
these: Was not the maxim of the closed
transaction in its origin a protection
against more or less hypothetical estimates
of increased values of real estate, where an
undoubted opportunity to realize for cash
did not and could not exist? Does this
maxim apply with equal force and logic to
the case of marketable securities as to the
case of fixed assets?
Now, whatever our off-hand views or
even our settled convictions on this subject,
these claims cannot be ignored or brushed
aside without serious consideration.
Our interest as accountants is not pri-
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marily in either the legal definition of income or in the economic definition. Our
primary interest is in the practical effect
on the stockholder of the receiving corporation from the standpoint of the protection of his capital investment.
We ought, of course, to have as correct
an understanding as possible of the laws
of the jurisdiction in which a client corporation is organized and by the aid of
such light as can be shed by the legal counsel of our clients we ought to be assured
that under the law or any reasonable interpretation of it the corporation is not impairing its capital by utilizing doubtful income credits with which to pay dividends.
But on the subject of closed transactions
the law is indecisive. For tax purposes the
same Federal law contemplates the payment of income tax by a dealer in securities
on gain arising from an unrealized appreciation of securities and by other taxpayers
only upon sale. If under Federal law an
unrealized gain must be accounted for as
income by a dealer in securities who has
claimed unrealized losses as deductions, it
could hardly be said, in the absence of any
express prohibition in the corporation law
of a State, that any presumption of illegality runs against accounting for unrealized
gains as income for all purposes. In most
cases, state laws are silent on the subject.
The Wisconsin law, however, permits the
payment of either cash or stock dividends
out of increase in the value of its property;
while the Ohio law (similarly the Indiana
law) prohibits the payment of dividends in
cash or property out of "unrealized appreciation in value or revaluation of fixed
assets," but does not so prohibit the payment of stock dividends. Court decisions,
where definite, generally indicate that unrealized profits are not to be regarded as
available for dividends, though only one
case cited in a recent survey (New York
Supreme Court, 1885, 36 Hun 536) dealt
with unrealized profit on marketable securities, and in no case is it apparent from
the syllabus whether or not the prohibition
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ran against the payment of stock dividends
as well as cash dividends out of such unrealized profits.
Nor are economists by any means unanimous on the subject of the closed transaction. Here, as in the legal field, two concepts of income are apparent. Under one
concept in great favor with economists income consists of recurrent services rendered by capital and does not include profits
on appreciation of capital assets, even
though realized. Under the other concept,
income broadly is the difference between
the net asset value at the beginning and
that at the end of the period.
In choosing between these two definitions we may bear in mind that our primary interest in the subject as auditors is
not a theoretical one. It is a practical one,
looking to the protection of the stockholder
of the receiving corporation which is our
client. Our interest is in protecting him
from a situation where dividends are paid
to him out of dubious credits to income,
with the result of impairing his capital investment. Where the law sets up a mandatory criterion, whether or not it be an
arbitrary one, our course is clear. Where
it does not, scrutiny of the asset and reserve accounts is the only means of determining whether or not the capital is intact
and protected by a reasonable margin.
The only practical measure by which to
evaluate a security investment account is
by comparison with market value.
If, in a market like the present one (September, 1929), the net result of pricing at
market the stock dividends received is still
to show a substantial margin in the investment account of market value over book
value, it is questionable whether we can
reasonably decline to certify accounts in
which stock dividends have been taken
into income at market value. We can decline, except perhaps in the case of Wisconsin corporations, to pass credits to income based on a general write-up of securities in portfolio, on the ground that the
lower of cost or market is the only safe
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rule of valuation for the general body of
assets or whole stock-in-trade. With respect to shares received as dividends, however, no such argument relating to the
conservative statement of the balance sheet
is applicable.
Admittedly, a good deal can be said for
the proposal to take the stock dividend
into income at the value placed on it
and charged to earned surplus by the
issuing corporation. As a piece of accounting mechanics, it seems at first glance to
meet the situation admirably. Let us,
however, look at an example, the facts
concerning which have been derived from
published sources: An investment corporation holds common stock of North
American Company (organized in New Jersey) which is on a stock dividend basis of
one-fortieth of a share of common quarterly, i.e., at the rate of one-tenth share
a year. The stated value of North American common is 310.00 a share. At December 31, 1928, the capital stock account of
North American Company (excluding preferred stocks) showed 5,011,960 shares of
common valued at $50,119,600.00, consolidated earned surplus of $74,874,413.00
and capital surplus (premium on capital
stock) of $23,859,317.00. The earnings of
the system for 1928 available for common,
after expenses, taxes, and dividends to
minority interests and on preferred stocks,
were reported as $22,582,721.00 (of which
$12,565,805.00 were earnings of the holding
company). Stock dividends of one-tenth
share were paid, amounting to 480,654.9
shares and charged to earned surplus at
$10.00 a share or $4,806,549.00, leaving
net increase in earned surplus for the year,
$17,776,172.00. Consolidated earnings applicable to common were $4.51 a share,
holding company earnings, $2.51 a share,
and the stock dividends as charged to
earned surplus amounted to $1.00 a share.
The market value of the stock during 1928
ranged from 58 to 97. At the end of the
year it was quoted at 95, which was equivalent to capitalizing consolidated earnings
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at 4.75 per cent and holding company earnings at 2.63 per cent. Surplus for the year
ended March 31, 1929, showed an increase over the calendar year 1928 of
$1,300,000.00 and the stock is now selling
around 170.
Certain investors of judgment apparently regarded the stock as worth $95.00
a share at December 31, 1928, and some
of them took North American stock dividends into income at prices in that vicinity.
We may very well, as a measure of conservatism, recommend that dividend shares
be taken up at not more than their stated
value (in this case $10.00) in pursuance of
the ruling of the Stock Exchange. We
should be prepared, however, to encounter
strong objections to the use of stated value
on the part of corporations receiving stock
dividends of North American Company
and other companies on a stock dividend
basis. Some of the reasons for their objections to such a valuation are apparent
from the earnings figures and evidences of
growth and expansion of the issuing corporations. In the absence of compliance
with the Stock Exchange ruling by companies not applicants for listing we shall be
obliged to ask ourselves whether it is
beyond any reasonable doubt that corporation M will have impaired its capital
if it places stock received as dividends on
its books at their undoubted cash value
and then pays dividends out of the surplus
thus created, but that a companion corporation N which purchases for cash at
market value securities of the same issue
will not thereby have impaired its capital.
Assuming corporation M to be an old
company, with its investment account conservatively stated, even after bringing in
stock dividends at market value, and assuming corporation N to be a new company
with its holdings carried at current market
values, the depreciation which will be sustained if prices fall, will be much more seriously felt by corporation N , the present
financial condition of which based on the
cash cost of security holdings any firm of
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certified public accountants would certify
without hesitation, than by corporation M ,
against whose policy of pricing at market
stock dividends received many accountants
would protest. On the other hand, regarding the present condition of corporation N it may, of course, be said that tradition and long-established practice make it
unlikely that any public misconception can
result from a certification of a balance
sheet in which investments are carried at
cost. But in this connection, the recent
action of the Stock Exchange in requiring
publication of holdings is highly significant,
and may contain a lesson for us.
A practical solution of this difficult question—one based frankly on a compromise
of conflicting arguments and considerations—would seem to be to permit the
credit of unrealized stock dividends to income, provided (1) that the item is separately set out in the income statement,
(2) that the investment account as a whole
is conservatively stated, and (3) that any
excess of such credits over the stated value
of the stock dividend as charged to earned
surplus by the issuing corporation not
be used by the receiving corporation for the
payment of cash dividends.
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This change, it is hoped, will make possible the publication of technical articles
more interesting in character, and at the
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Mr. J . L . Johnson, of the Seattle office,
also is to be congratulated on passing the
C. P. A . examination of the State of
Washington.
We are pleased to announce that Mr.
Ralph S. Johns, of the Newark office, has
passed the C. P. A . examination of the
State of New Jersey.
The January issue of the American Accountant contains an article by M r . E . S.
Wade, of the Los Angeles office, on " A n
Accounting System for Investment Trusts."
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The Art of Presentation
T H E evolution of accounting has carried
that utility from a stage where it was
looked upon as a device for exhibiting figures, to a point where, if intelligently used,
it may be made to present, in terms of
dollars, illuminated pictures of processes
and results.
One hesitates to use the word "art" in
referring to a balance sheet, lest some wag
unearth his dictionary from underneath a
dusty pile of accumulated newspapers and
discover that the word "art" may be defined as "the embodiment of beautiful
thought in sensuous forms." Yet, there is
an art of balance sheet presentation.
The art in relation to the balance sheet
consists in formulating rules to depict results, conditions, relationships, and tendencies. In reference to the income statement it consists in developing rules which
will result in showing and relating causes.
Much has been accomplished in the
formation of technique in the presentation
of financial statements. In this process
more emphasis has been placed on the
balance sheet than on the income statement. Classification, grouping, and order
in arrangement have served in the balance
sheet to bring out the division of capital
according to its uses; to show the equities,
and the priority of liens. Not the least of
the improvements has been the classification of surplus according to its derivation.
The income statement has been immeasurably improved with the passing of

time. First, it was a copy of the profit and
loss account. Next, the statement was
expanded into a sectionalized affair so as
to show separately manufacturing, trading
and profits, expenses, and losses. Now,
there is a fairly uniform type of statement
which is characterized by a stepping down
of profits and general lines of demarcation
among operating, general, financial and
miscellaneous results.
There are two aspects of presentation
which, considerably neglected in the past,
probably will receive attention, or at least
be subjected to refinement in the future.
The first is a hook-up between the income
statement and the balance sheet which
will show the profits imputed to the turnover of current assets as affected by the
current liabilities, together with the load
imposed on those profits by the indirect
service, or non-service assets.
The second aspect is a prolongation of
the income statement so as to show the
application of profits. At the present time
the statement is allowed to rest with showing the amount distributed as dividends
and the remainder carried to surplus.
There is an opportunity for a constructive
step here in showing the status of the profit
remaining after dividends, that is, whether
it has been invested in fixed assets, or remains in the current group.
Such imposition would do much to clear
up the fog which exists as to the availability of profits for future dividends.
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Milling Around
A C C O U N T A N C Y practice becomes more
complex as education and experience
provide with a widening interest and enlarged fund of knowledge relating to accounting, those outside of the profession
who have to deal with business and finance
and legal matters pertaining thereto.
The group outside of the profession is an
ever-increasing group. At present it includes, at least, public utilitists, industrialists, commercial bankers, investment bankers, economists, statisticians, teachers, government officials, legislators, engineers, appraisers, lawyers, risk-bearers, and the
judiciary.
That these classes of individuals should
have an interest in accounting is but natural, inasmuch as they have a common
interest in capital and income, which are
the controlling factors in the accountant's
consideration of business affairs. But each
class is influenced by his own concepts, by
the concepts of his group, and by the coloring which is given to him by his particular
point of view and his problems.
The business man, having been forced by
modern conditions, tax problems, and the
tendencies of the times to consider financial
data as a basis for judgment, is buffeted
about in the tempestuous sea of conflicting
opinion. He derives certain views from
reading the daily papers, and, perhaps, the
business magazines. His bankers and lawyers may advise him along other lines. The
appraisal companies give him ideas which
contain an element of conviction, but which
are not accepted by the world at large. His
accountants truss him up, so he sometimes
appears to think, with an assortment of
doctrines which would be dogma if there
were authority to enforce them.
The accountant engaged in public practice is in much the same position as the
business man, with respect to the principles which govern the accounting for
capital and income. There is no supreme
authority to which he can turn for guidance

and support. No two representatives of
other vocations agree with the accountant
or with each other. Even governmental
bodies which attempt to set up rational
standards are drawn into endless arguments because of the possibilities of argument offered by different points of view.
Something of the eternal problem is seen
in a letter reproduced below. The letter is
from an eminent lawyer; one who has had
no small experience in drafting legislation
governing corporations. Although appearing in spots to be somewhat caustic, the
letter is in no sense intended to be unfriendly. It is merely a cold-blooded statement of the situation as a lawyer sees it.
"When we talk about the capital stock,
or capital, or stated capital of a corporation we are talking about two things:
"1. The fund that must be contributed
and maintained as a trading fund to take
the place of individual liability, and
"2. The capital, stated capital, or capital stock which operates to measure, determine, or limit the assets available for distribution by way of dividends or otherwise
than by way of reduction of capital, capital
stock, or stated capital.
"There was a time when statutes generally required the fund for the protction
of the public to be provided in cash, but
nowadays that fund may be provided in
money or in property, and property may
be taken and considered at its fair value to
the corporation.
"If, so far as the public is concerned, a
corporation may start in business either
with money or property at its fair value to
the corporation, it ought to be agreed by
everyone that the company is required only
to maintain a fund equal to so many dollars
in value of property to the corporation so
that so far as the public is concerned, I can
see no reason why assets should not be
written up to their true or fair value to
the corporation.
"If the Star Manufacturing Company
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starts out with a capital or stated capital
of $100,000 for the protection of the public
and invests that money in property worth
$100,000 to the company, the law is satisfied.
"If that property later becomes worth
$1,000,000 to the Star Manufacturing Company, it seems a little silly to say that so
far as the public is concerned the Star Manufacturing Company may not write up its
assets to $1,000,000, but it may sell its
assets and business to the Stellar Manufacturing Company, which may enter the
assets on its books at $1,000,000.
"And so I say that in my view every
requirement for the protection of the public
is satisfied so long as a corporation has
property which taken at its fair value to
the corporation is equal to the capital,
capital stock, or stated capital of the corporation.
"I think my views in this respect are not
without authority, because nearly every
one agrees that the public is not hurt if
assets are written up and a share dividend
is declared.
"Now when we come to consider capital,
or capital stock, or stated capital as among
the shareholders, you must admit that the
only basis for asserting that capital must
be maintained as among the shareholders
is the principle that there can be no profit
unless capital is intact, and that therefore
dividends are payable only out of profits
and may be paid only when capital is intact. As I understand it, in the determination of the dividend fund or in the determination of the profits of a corporation,
it is necessary to reserve, first, an amount
equal to all liabilities, and, second, an
amount equal to capital, capital stock, or
stated capital, and we are talking about a
reserve when we talk about maintaining
capital.
"I cannot see any sense in saying that
the assets must always be taken at their
original value or cost, nor can I see any
sense in saying that the profits of a corporation must be determined over the
whole period of its life. It seems to me that

87

if we agree to limit dividends to profits, and
agree that dividends may not be paid unless
capital is intact, we still may say that the
assets may be taken at their fair value to
the corporation or to the shareholders.
"There is plenty of authority in England
for valuing assets every year to determine
whether or not there is a profit, and this is
done exactly as an individual or a partnership might do it, and if upon such a determination, after reserving an amount equal
to capital, capital stock, or stated capital
there appears to be an excess or profit, such
profit is divisible by way of dividend.
"I may be a heretic, but I cannot see any
inherent vice in taking assets at their fair
value to a corporation.
"I will admit that such a privilege might
be abused, but it is difficult to keep men
honest by legislation.
"You accountants do not have heart
failure when an asset in use is taken at its
book value, notwithstanding the fact that
everyone under the sun knows that it is
worthless or practically worthless. An old
plant can be taken at book value notwithstanding it is out of date.
"You accountants have invented all sorts
of tricks and dodges to get away from your
own rule that capital must be intact. You
defer charges, spread losses, and the Lord
knows what."
Statements of the foregoing character
are helpful in trying to work out of the
accounting doldrums brought on by unending collisions of different ideas. The
way out, perhaps, will consist of selecting
some research agency which will develop
practical concepts for capital and income;
concepts which can be accepted by everyone concerned directly or indirectly with
accounting. However, it should not be
forgotten that the Supreme Court of the
United States had enunciated some very
helpful theory along these lines in its various decisions relating to income tax matters
and rate cases. Unfortunately, or fortunately, depending upon one's viewpoint;
these decisions usually have been marred
by dissenting opinions.
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Our friend, the lawyer, says nothing to
which accountants may take violent exception until he reaches the point where reference is made to the determination of profits,
to-wit: "As I understand it, in the determination of the dividend fund, or in the
determination of the profits of a corporation, it is necessary to reserve, first, an
amount equal to all liabilities, and, second,
an amount equal to capital, capital stock,
or stated capital, and we are talking about
a reserve when we talk about maintaining
capital."
This view is one which accountants have
been especially contending against, and
with a good deal of success. If a corporation were permitted to determine the
amount available for cash dividends upon
the basis of periodic revaluation of assets
and deduction of liabilities and capital, it
might, during a period of rising prices, pay
out in the guise of profits, millions of dollars representing nothing more than estimated increases in asset values. Some of
the exponents of the paper-profit theory
were cured of their notions last October
and November. And, resorting to the vernacular, they were not all "pikers."
Referring to book value, accountants, in
rearing their structure, have been loath to
give up accomplished fact in favor of miscellaneous opinion. That a corporation
has invested its capital in a plant which
has become out of date is neither the fault
nor concern of the accountant who undertakes to show how the capital is invested.
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The burden of proving that the plant is
out of date and worthless, or practically
worthless, rests with those who make the
charge. The use of an elaborate system of
accounting for capital and income which is
based on estimates and assumptions as to
what the future will bring forth is beyond
what the present-day accountant conceives
to be his function.
The deferring of charges and spreading
of losses is justifiable only when the facts
of the situation warrant an equalization of
expense. Further, such practice has been
forced in the past largely by the par concept of capital stock which made no provision for an expense fund out of which to
meet preliminary charges, the benefit of
which extended over a period of years. It
well may be that the theory of deferring
charges has been abused by practices which
it never was intended to cover. But, if the
facts concerning capital investment and
utilization are to be shown, the spreading
of certain items cannot be avoided.
Economists have been struggling with
the principles of economics since the days
of Adam Smith and John Stuart Mill.
Probably it is too much to hope that accounting principles will be reconciled with
law, finance, economics, and banking practice during the life expectancy of those at
present disturbed by the unsatisfactory
conditions. In the meantime, those who
make the most progress in that direction
are those who go milling about seeking
light wherever they can find it.

The Significance of Depreciation Reserves

A

D E P R E C I A T I O N reserve, stripped of
practical technicalities, should represent the amount recovered, or to be recovered, from customers on account of charges
for cost, less disbursements made, or liabilities incurred for replacement of property.
A depreciation reserve is created in theory, or perhaps it should be said, under one
fairly well-settled theory, because property,
which represents an investment of capital,

ultimately will lose its value, and unless,
in the meantime, the cost has been recovered, or put in the way of being recovered,
from those to whose service it has been devoted, the capital of the enterprise will
have become impaired.
Goods or services, sold to customers, for
cash, or on account, comprehend in their
price the recovery of all costs, plus a margin
for profit. It is beside the point to argue
that prices are determined by competitive
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conditions and not by the addition of profit
to cost. Two facts are obvious. If nothing
for profit is included in the price, there will
be no return on investment. If there is no
profit, and costs are not recovered, capital
will become impaired.
The objective of trade, or of service, is
the recovery of cash in exchange for goods
or services. The purposes are three-fold.
The first purpose is to provide for the purchase of other goods or services. The second purpose is to provide for the replacement of service property and equipment.
The third purpose is to separate the profit
element from the costs, in order that the
former may be distributed as dividends or
otherwise appropriated.
A program such as the foregoing would
call for the gradual passing of amounts represented by property assets into amounts
representing current assets. In other words,
there would be a realization of amounts invested in fixed property. Subject to losses
en route, because of uncollectible accounts,
the amount detached from the fixed property cost and put in line for recovery would
rest ultimately in the cash.
It is apparent, therefore, that a reserve
for depreciation should have a significance
beyond that of reflecting the decline in
value of the property asset. Capital which
originally was invested in fixed property,
has been transferred by way of the trading
process, and for a purpose, to the current
assets. The purpose is to have available,
current funds out of which the property
may be replaced.
It is apparent, further, that having gotten into the current field, there are various
things to be considered. Is it incumbent
upon the corporation officials who are responsible for major policies to fund the
amount recovered from customers on account of depreciation in order that it may
be available when needed? If not, to what
extent may the amount recovered be employed in current operations? Is it not
possible that a company with a rapidly expanding volume of sales may be tempted
beyond good judgment to utilize the depre-
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ciation fund, whether so called or not, to
finance the growth of the business, and be
pressed for funds with which to replace
property?
There is little enthusiasm generally for
the policy of funding a depreciation reserve. The argument against it is that
suitable investments will return not over
four or five per cent., whereas any profitable business is able to earn in excess of
those rates. "Why," it is asked, "should
the money be put into securities when it
may be used more profitably in the business?"
Only one practical answer is found for
the question. As long as it is more profiable to employ them in the business and as
long as replacement needs are anticipated
sufficiently in advance, and the accumulation of ready funds is begun in time, or
as long as the credit of the concern will be
adequate at all times, it would be uneconomical to invest depreciation funds in
securities. On the other hand, vigilance in
financing may indicate at times the desirability of call loans or marketable securities
as temporary substitutes for bank deposits.
But regardless of the utilization of funds
recovered from customers, it is obvious
that a depreciation reserve, in theory, has
a dual significance, one of which is to reflect the amount recovered, or in process of
recovery, less any amounts which may have
been expended for replacements. This,
probably, is the real reason why, for many
years; depreciation reserves were shown
broad on the balance sheet, instead of being deducted from the asset, as is now, almost universally, the practice. If one were
to resort to fine-spun theory, it would be
proper to consider as an adjustment against
the reserve the depreciation element of any
accounts which had proved uncollectible.
Practice, however, finds a situation far
different with respect to depreciation reserves. What they represent is dependent
largely upon the policy and practice of each
concern. The representation may be influenced by the industry, or by the field of
activity in which a particular concern is
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engaged. The amount of the reserve may
have been determined as the result of a
definite depreciation program, or it may
have been dictated by expediency.
Within the recollection of many living
in the present era, there was a time when
the principle of recognizing depreciation in
the accounts was not universally accepted.
Some of the earlier court decisions agreed
with the views of those who refused to
accept the principle. Today, after some
twenty years of discussion, depreciation is
acknowledged by all. There is still as much
controversy as ever concerning the manner
in which depreciation manifests itself. Consequently, there are sharp differences of
opinion as to how depreciation should be
treated in the accounts. As a result, depreciation reserves have a variety of meanings.
The Interstate Commerce Commission
has been the pioneer in the cause of depreciation. But even yet, so complicated is
the subject, it has not seen fit to force its
views on the carriers. The date for filing
briefs and exceptions on a plan proposed
by the Commission, expired November 1,
1929. After that oral arguments were to
be heard. The future will dispose of the
issue.
The views of the Commission are clearly
expressed in the following excerpt from the
proposed plan:
"That even with complete maintenance
depreciation will still occur; that depreciation includes the effect not only of wear
and tear and the action of the elements but
also of such obsolescence or inadequacy as
may be foreseen, but not unusual and unforeseen losses from sudden obsolescence,
fires, or other like casualties; that depreciation charges are a part of the cost of
operation; that depreciation accounting
should be applied to all items of property
having a service life of substantially more
than one year; that useful life in years is
the controlling factor; that such service
lives can be estimated with sufficient accuracy for depreciation accounting purposes; that a schedule showing the service
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lives upon which depreciation rates are
based is essential; that depreciation accruals should be based upon original cost,
and not upon the cost of replacement in
kind; that net salvage is a proper deduction from cost in computing the depreciable investment; that the straight-line
method may properly be used in determining the annual charges; that depreciation
rates may be computed and applied to a
composite base; that depreciation reserves
may be kept and applied upon a group
basis; that appropriate records must be
maintained to substantiate the rates and
service lives used; that, when necessary,
past accrued depreciation can and may be
computed; that under certain circumstances amortization may be substituted
for ordinary depreciation accounting; and
that provision may properly be made to
spread over the period of use, the cost of
important sub-units of property which are
replaced periodically during the service life
of a general unit."
The essence of the foregoing is embodied
in the four following requirements:
"Useful life in years is the controlling
factor."
"Depreciation accruals should be based
upon original cost."
"The straight-line method may properly
be used in determining the annual
charges."
"Depreciation charges are a part of the
cost of operation."
If these principles were to prevail, depreciation reserves would have a fairly uniform significance. But sundry different
views have resulted in a situation to the
contrary.
First. Useful life, as a basis, has been
challenged because of the difficulty of determining such life, and the inconsistencies
which result from the attempt. Yet, certain of the telephone companies, by painstaking research, have proved the fallacy of
the objection, at least in so far as telephone
property is concerned.
Second. The practice of valuing property on the basis of replacement rather
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than original cost has given rise to reserves
which compound and magnify the inconsistencies of useful life determination.
Third. The straight-line method has
been criticized for producing inflexible and
excessive charges which it is claimed would
be overcome by using the sinking-fund
method.
Fourth. The prescription with regard to
charging depreciation as a part of the cost
of operation has met with objection because
it is held to allow no discretion to management as to where such charges should rest.
It has been advocated by some objectors
that the exhaustion expense of property
should be charged when and as it occurs
and that whether the expense is chargeable
to cost of operations or against surplus is
a matter entirely within the discretion of
management.
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Thus, it will be seen that there are many
forces contending against uniformity. There
is a tendency on the part of management to
resent and oppose group control and procedure which is obligatory and binding
upon it.
With depreciation in its present status,
accountancy is faced with a difficult problem.
There are no definite standards
whereby the depreciation procedure of a
given concern may be judged. It must
suffice then, in reviewing the accounts, to
go behind the depreciation reserve sufficiently far to ascertain what the policy
of a concern has been and in the light of
the circumstances to determine whether or
not the treatment of depreciation has been
logical and reasonable and whether or not
all the pertinent facts are displayed in the
financial statements.

Not Altogether Clear
reviewing the decision of the United same character and the same value, adds
States Supreme Court, under date of nothing to the company's resources, but
January 6, 1930, in the case of United Rail- merely keeps them at the same level."
ways and Electric Company of Baltimore
The argument of counsel for the Commisv. West, Chairman, et al (Public Service sion is one of the best reasons yet advanced
Commission of Maryland), one cannot help for replacement costs. If it is granted that
but be somewhat amused at an admission the amount invested in five units of propof uncertainty expressed in the decision of erty on the basis of original cost will purthe Maryland Court of Appeals, from chase but four units when the time to
which decision the case went up, on ap- replace arrives, and the utility will at that
peal, to the United States Supreme Court. time still require five units for efficient
The admission is found in the following service, let the corporation then borrow,
quotation:
or increase its own capital investment
"Counsel for the commission suggests accordingly. There can be no objection
that to restore value would be to 'require during the next depreciation cycle, under
the financing of additions to plant, to the the original cost theory, which then will be
extent of the excess of replacement over applicable, to recovering the additional
original cost of property replaced, by the amount invested from recipients of service
public, which would in turn have to pay in that cycle. Ergo, why not extract, in
a return on the capital thus required.' The advance, from the present generation,
what it is estimated will be required
meaning of that suggestion is not altogether
clear, but if it is that the company is en- sometime in the future?
titled to the return of anything less than
The decision of the Supreme Court of the
the value of its property it cannot be sus- United States is interesting, but long. The
tained. Money deducted from earnings to essence of the decision, from an accounting
replace equipment which has become worn point of view, is found in the following:
out or obsolete, by other equipment of the
"In determining adequate rates for a
IN
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public utility, the allowances for annual
depreciation must be based, not upon cost,
but upon present value."
The dissenting opinion of Justice Brandeis, supported by Justices Holmes and
Stone, is a classic. Probably never before
has such an imposing array of authority
been marshalled in support of an accounting question. While it is unfortunate that
lack of space here makes it necessary to
extract the pith of the argument, it appears
to be expressed in the following excerpts:
"The business men's practice of using a
depreciation charge based on the original
cost of the plant in determining the profits
or losses of a particular year has abundant
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official sanction and encouragement." . . .
"Business men realized fully that the
requirements for replacement might be
more or less than the original cost. But
they realized also that to attempt to make
the depreciation account reflect economic
conditions and changes would entail entry
upon new fields of conjecture and prophecy
which would defeat its purposes." . . .
"To use a depreciation charge as the
measure of the year's consumption of plant,
and at the same time reject original cost as
the basis of the charge, is inadmissible."
(Knaebel, Official Reports of the Supreme
Court, Vol. 280 U . S., Number 4, Page
234-291.)

Comment
E decision of the United States SuTHpreme
Court, to which reference has

been made above, leaves no doubt as to
the opinion of a majority of the members
of that tribunal concerning the preferable
basis for public utility depreciation. It is
practically the first utterance in which the
decision has been conclusive in this respect.
The O'Fallon decision, which has been
repeatedly cited in support of the present
value theory, apparently may be so interpreted only by inference. The Interstate
Commerce Commission was reversed by the
Courts because it was adjudged to be in
error for failing to recognize present value.
Section 15A, paragraph 4, of the Transportation Act of 1920, directs that in determining values of railway property for
purposes of recapture the commission shall
"give due consideration to all the elements
of value recognized by the law of the land
for rate-making purposes * * * ".
On this point, in the O'Fallon case, the
United States Supreme Court said: "In
the exercise of its proper function this
court has declared the law of the land concerning valuations for rate-making purposes. The commission disregarded the
approved rule and has thereby failed to
discharge the definite duty imposed by
Congress. * * * Whether the commission

acted as directed by Congress was the
fundamental question presented."
In the O'Fallon case the dissenting opinion of Mr. Justice Brandeis is, as usual,
illuminating: " * * * In 1920, no fact was
more prominent in the mind of the public
and of Congress than that the cost of living
was far greater than that prevailing when
the existing railroads were built. * * * If
it had been the intention of Congress to
compel the commission to increase values
for rate-making purposes because the price
level had risen, it would naturally have
incorporated such a direction in the paragraph. * * *
"The insertion in Section 15A of the provision that the commission 'shall give to
the property investment account of the
carriers only that consideration which under the law it is entitled to in establishing
values for rate-making purposes,' and the
rejection of other proposed measures of
value show that Congress intended not to
impose restrictions upon the discretion of
the commission."
We do not understand the O'Fallon decision to prescribe present value as the
basis for depreciation. There can be no
doubt concerning the intention of the Baltimore case so to do. Whether correct or
not the latter decision is clear.
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Jack-Straws
PREDICTING
the time of emergence
from the present depressed condition
of business is like attempting to foretell,
before they are permitted to fall, where the
points of contact will be in a bundle of
"jack-straws." In the confused pile which
results from suddenly releasing the bundle
of irregularly shaped straws as it stands
upright, one impinges on a second; that,
in turn, lies across various others; still
others come in at all angles, so intertwined
and hooked together that it is next to impossible to extricate one without moving
some of the others.
The effect on business of developing purchasing power is well known to economists.
The desire to consume, or to satisfy one's
wants, avails little without the money, or
credit, to buy. In order to produce business there must be purchasing power.
President Hoover, with the promptness
and dispatch for which he is noted, took
the steps necessary to set in motion the
machinery which would develop additional
purchasing power when he organized the
industrial, financial, and governmental
forces of the country after the market collapse last fall. Of the results there can be
no doubt. But the time required for the
effect to be felt by the country generally
is problematical.
An appropriation of ten millions for the
erection of a Federal building in Kokomo
carries with it a purchasing power of many
times ten million dollars. But plans must

be drawn, contracts must be let, materials
must be ordered, and laborers must be engaged. A l l these matters take time. Certainly weeks will be required before the
effect will be felt. It will be months before
the full power of the appropriation will
have its influence.
It may be a far cry from Kokomo, Indiana, to Fifth Avenue, New York. But
the concern in the clothing district of New
York has a potential customer in the
laborer on the Federal building in Kokomo.
Children must have clothing. They can
have more and better clothing when
"father" has a job. Work on a Federal
building in Kokomo is a demand for
clothing manufactured by concerns on
Fifth Avenue, New York. The original
dollar, set in motion in some interior town,
travels back and forth across the country
until its course and ultimate destination
defy location.
Expenditures, estimated at last report to
amount to $4,700,000,000, have been planned as the result of President Hoover's conference last November. The estimate includes undertakings of public utilities,
railroads, and the Federal government. It
appears not to include state, municipal,
and county work, nor the building construction and factory improvements of industrials. The magnitude of the program
is too great for any one to appraise. The
possibilities of the purchasing power are
too great for any one to apprehend. On
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January 4, 1930, President Hoover said:
"The steel companies inform me this morning that the effect of the drive is already
showing in their orders, which are beyond
their expectations."
Some day the country, like some of the
states which, prior to the market collapse,
appropriated millions for the purpose of
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building roads, will awaken to the realization that business is good. No one will be
able to explain how, figuratively speaking,
the "jack-straws" were extricated. But
the result, nevertheless, will be apparent.
The time in question may not be in the far
distant future; possibly this summer; perhaps next fall.

Negligence
H E successful practice of accountancy
Tappears,
with increasing insistence, to

depend upon a knowledge of law. Business
relationships, and even routine transactions apparently with nothing more than
commonplace significance, frequently force
their way into prominence, because they
have their foundation in some legal instrument which confers on the parties at interest certain obligations as well as certain
privileges. The accountant with increasing
frequency finds himself under the necessity
of reading and interpreting long and involved documents, before he can review
intelligently financial transactions to which
his client has been a party.
The following case, of which the substance only is given, illustrates the extreme care with which legal documents
should be read, and the caution with which
performance under an agreement should be
verified. Fortunately, the case in question does not involve accountants in any
way, but it has a lesson from which they
may profit. It serves further to emphasize
the need, at times, under circumstances of
complicated legal situations, of obtaining
legal advice before rendering certified
statements without qualification.
The New York Court of Appeals, reversing the Appellate Division of the New
York Supreme Court, and the Trial Term,
rendered, under date of May 6, 1930, a decision adverse to the defendants, in the
matter of John A. Doyle, appellant, v. The
Chatham and Phenix National Bank of the
City of New York, respondent.
(New
York Law Journal, May 23, 1930.)

The Bank was trustee under an indenture covering an issue of collateral trust
gold bonds. The Bank certified certain
bonds as being of the series covered by the
indenture. The plaintiff bought some of
these bonds. The bonds proved uncollectible. The plaintiff brought an action
against the Bank, alleging that the negligence of the Bank was the proximate cause
of his loss. The lower courts decided the
case in favor of the Bank. The Court of
Appeals reversed the lower courts and
granted a new trial.
The meat of the trouble is found in the
simple wording of the certificates printed
on the bonds, which were signed by the
Bank. The certificate read: "This bond
is one of the series of bonds described in the
Collateral Trust Indenture mentioned
therein." From this it appears that all of
the provisions of the trust indenture should
have been satisfied before the Bank could
be justified in signing any certificate.
The trust indenture provided, among
other things, that the collateral deposited
with the trustee should be equal to 110%
of the face of the bonds to be issued; that
the collateral should be trade acceptances
or notes of dealers guaranteed by Motor
Guaranty Corporation, cash or notes of
purchasers in part payment for motor
vehicles, or other first-lien mortgages, such
purchasers' notes being indorsed by dealers
and guaranteed by the Motor Guaranty
Corporation.
The Bank was authorized to authenticate bonds, that is, to sign the certificate in
question, without further inquiry and with
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full protection, upon receipt of the collateral described. The Bank also was authorized to accept certificates from officers of
the Company, accompanying schedules detailing the collateral as conclusive evidence
of the collateral, with full warrant and protection to it for any and all action taken on
the faith thereof under the terms of the
indenture.
The notes deposited with the trustee as
collateral, except in one instance and in a
minor amount, were not the certain notes
required under the trust indenture. They
were not notes of automobile dealers, nor
were they, with the one exception, notes
given in the purchase of automobiles. They
were notes of a lawyer, a bond salesman, a
ticket agent, a mining corporation, and a
construction company. Apparently, they
proved ultimately to be worthless.
The Bank did not avail itself of the privilege of obtaining from the officers of the
Company, a certificate covering pertinent data relating to the collateral.
In the face of the broad provisions of
the trust indenture, it might be difficult to
see how the Bank could incur any liability
by signing the certificates of authentication. But the Court of Appeals held that
inasmuch as the collateral deposited was
not the kind of collateral required by the
trust indenture, and that since the Bank
had failed to request and obtain a statement covering the collateral, the Bank was.
negligent and the false certificates were the
proximate cause of the losses sustained.
This conclusion was on the theory that the
immunity clauses were intended to protect
the Bank in the execution of certain powers
which it failed to exercise.
There are several points in the decision
which are of interest to accountants. The
first of these refers to the responsibility of
the certifier, for the sufficiency, legality,
and value of collateral. The Court said:
"We agree that the defendant cannot be
held as the guarantor of the sufficiency or
legality of the securities pledged with it, or
for negligence in not ascertaining that the
securities were worthless."
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Further, the Court said: "If the defendant had requested and obtained a statement from the appropriate officers of the
corporation, certifying to the 'pertinent
data regarding such collateral' possessed by
them, its authority, without further investigation, to execute the certificates could
not have been questioned."
Quoting from Rhinelander v. Farmers
Loan & Trust Co., viz.: "In executing that
acceptance the defendant created the relation of trustee and cestui que trust between it and the future bondholders," the
Court continued: "Notwithstanding these
expressions, it is obvious that a trustee in
wrongly certifying bonds to prospective
takers, in order that they may become
cestui que trust, cannot at that moment and
before the relationship is established, have
violated a trust duty owed to them. Manifestly this is true: 'There is no trust or
other relation between a trustee and a
stranger about to deal with a cestui que
trust'."
Impliedly, however, the immunity clauses
were intended to protect the Bank against
the world at large, inasmuch as it is a
characteristic of bonds that title to them,
like currency, passes by delivery, and all
obligations under or connected with them
accrue to the holders in due course.
By this token, it seems to follow that any
obligation of the Bank was an obligation
to any one who might become a holder of
the bonds. In the instant case it appears
that any holder, or any prospective purchaser, was entitled to rely on the certificate of the Bank. If he did so, and the
statement of the Bank was a misrepresentation of fact, and loss resulted, the
Bank is adjudged to have been liable for
the loss.
The reasoning of the Court on this point
is lucid in the extreme: "Clearly, if the
defendant, as trustee, had issued the certificates when no securities whatever had
been deposited with it, liability for the
damage done would have arisen. Equally
must this follow where, as in this case, the
securities deposited were not the securities
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specified in the trust indenture from which
alone the defendant derived its power to
certify. In not ascertaining that the securities deposited were not securities of
the character named in the indenture, the
defendant was guilty of negligence. In
certifying the bonds as issued pursuant to
the terms of the indenture, it was guilty of
negligently making a misrepresentation of
fact. The plaintiff and certain assignors
were induced by the certificates to invest
in the worthless bonds. If the certificates
had not been executed the bonds could not
have been issued, and no loss would have
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accrued. Therefore, the false certificates
were the proximate cause of the losses sustained."
Fortunately, for accountants, their reports and certificates are addressed to clients who are individuals in the broad sense.
If, by any chance, an accountant under
such circumstances should become liable
for negligence, the liability would run
to the client. The case cited illustrates
well the meticulous care and diligence
which an accountant must observe in
dealing with situations which have legal
aspects.

Liabilities, Actual and Contingent
I A B I L I T Y may be defined as an
A Lobligation
which is enforceable at law.

knowledgment of the amount of their
claims and the right of seizure. These
Most liabilities are voluntary. They rep- acknowledgments are, in effect, contracts,
resent obligations which arise as the result although commonly known as mortgages.
of a contract entered into by two or more Thus, a borrower may contract to pay a
parties. Some liabilities are involuntary. certain sum, at a certain date, and as seThey result from judicial mandates of curity for the undertaking grant a right of
courts empowered to determine the rights foreclosure against and seizure of certain
and obligations of parties in litigation over real property, in the event of failure to pay
interest and principal. This is the ordinary
financial differences.
Liabilities, whether voluntary or invol- bond and mortgage undertaking, in which
untary, impose upon the obligor a duty to the bond is the promise to pay; the mortsatisfy certain claims against him. In a gage is the security for the payment.
A chattel mortgage is a lien on personal,
corporation, the assets which may be appropriated by the obligor, or seized by the rather than real, property. If properly
obligee, for the purpose of satisfaction, are drawn, it is none the less binding. The
assets to which the corporation has title. obligation may be represented by a note
A corporation which refuses to meet an or by an open account. The representaobligation voluntarily, may have certain of tion through which the indebtedness is
its property seized at the behest of an recognized, whether note or open account,
obligee who has armed himself with a is immaterial so long as the amount of the
judgment of the court directing a sheriff liability is expressed in the document of
to levy execution. An individual who fails lien. The essential elements in the declarato recognize his obligations and liquidate tion are: that John Doe is justly indebted
them voluntarily, may suffer the loss by to Richard Roe in the sum of so many
due process of law of any assets belonging dollars; and that for the purpose of securto him whether they are of a business or of ing the payment of the sum stated, the
grantor mortgages, and creates a mortgage
a personal nature.
In order to avoid the necessity of pos- lien upon, the property which is subsesible litigation in establishing proof of quently described.
claim and the right of seizure in the event
Borrowings secured by stocks, bonds, or
of non-payment, certain creditors demand, other evidences of indebtedness ordinarily
and are accorded by the obligor, an ac- are referred to as collateral loans. Strictly
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speaking, they are obligations secured by
chattel mortgage. The point of difference
consists in the location of the security.
Real property securing an obligation, and
personal property, often in the form of
goods, as security under a chattel obligation, remain, as a rule, in possession of the
obligor. The security for collateral loans
usually is lodged with the pledgee, or his
agent.
The purpose of assigning specific assets
as security for obligations is to afford assurance to the obligee that the debt will be
paid, and to facilitate collection by him
in the event of non-payment when due.
Thus far in this discussion the obligations
to which reference has been made, have
been obligations voluntarily or involuntarily acknowledged by a given party.
Somewhat related to such obligations are
those which may grow out of claims against
a given party, or obligations, the development of which is contingent upon the
happening of some event; in short, contingent liabilities.
A contingent liability is a potential obligation which, if ripening into an actual
liability, will adversely affect proprietary
equity.
No point ever is raised concerning the
propriety of including all actual liabilities
in a balance sheet. Such procedure is
fundamental to the expression of financial
condition. The accountant might as well
omit some of the assets as to leave out
some of the liabilities, if his object is to
show the true condition.
The inclusion of contingent liabilities
presents more of a problem. Granting
that potential obligations should be noted,
there remains for determination, how they
are to be measured in terms of dollars and
cents.
It is a simple matter to assert that all
contingent liabilities must be shown. It
is a more involved matter to show them
so that the showing means something.
In the matter of contingent liabilities,
the bulletin issued in May, 1929, by the
American Institute of Accountants, under

97

the title of "Verification of Financial
Statements," has the following to recommend:
"It is not enough that a balance sheet
show what must be paid—it should set
forth with as much particularity as possible what may have to be paid. It is the
duty of an auditor to discover and report
upon liabilities of every description, not
only definitely ascertained debts but possible debts. Contingent liabilities, other
than those due to specific hypothecation of
current assets, should appear as footnotes on the liability side of the balance
sheet."
The types of contingent liabilities mentioned are: Endorsements, guaranties, unfulfilled contracts, taxes, damages, liability for real estate bonds and mortgages.
While stress is placed on the importance
of discovering and noting contingent liabilities, seldom does one see in the literature, or hear in discussion of the subject,
any reference to the contingent rights
which so frequently accompany contingent
obligations.
An important consideration in passing
judgment on, and foot-noting, contingent
liabilities is whether the contingency, if it
were to materialize, would result merely in
an expense not recoverable, or in a liability
which would give rise to a complementary
claim, which, if collected, would result in
no reduction of the proprietary equity.
Notes receivable, for example, unless
discounted without recourse, involve the
discounter in a situation which makes him
liable for their payment in the event that
the maker fails in his obligation at maturity. But when the discounter pays off
the obligation, he gets the note back and
is in practically the same position as that
in which he was before he discounted the
note. He has a claim against the maker
which he can enforce at law by judgment
and by levying execution on any assets of
the maker which may be seized. In the
last analysis, the point at issue is not the
liability of the discounter, but his ability
to realize on his assets. His ultimate loss
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may be not only the face amount of the
note, but the interest. But his loss is tempered by the fact that during the period
between the date of discount and the date
of maturity he has had the use of the
money.
Another type of transaction involving
possible loss consists in notes which are
received by automobile dealers and instalment houses and are discounted with banks
or other financing agencies. Here, if the
notes are discounted with recourse, the
bank may make the collections, but the
discounter is liable for the payment of the
notes. This type of transaction is to be
distinguished, of course, from that in which
the holder of the notes borrows from a
bank, depositing notes receivable as collateral and substituting new notes for any
which prove questionable as security.
When the notes are discounted and later
the discounter is obliged to pay them, he
may have a claim against the dealer, if the
notes are with recourse or are guaranteed
by the dealer, or he may exercise the right
of repossessing the property. In the event
of theft, or destruction, or damage the
discounter is protected by insurance.
In cases of the character just mentioned,
the matter of importance to the discounter
is not his contingent payment of the note,
but the possible loss through excessive repossessions of cars, or other goods, which
will not realize the amounts loaned against
them.
Endorsements, as a type, are. similar to
discounted notes in that usually they are
accompanied by a right of action against
some third party. The possible loss runs,
not to the payment of the note, but to the
failure to collect from the second or third
party to the transaction.
Guaranties frequently are similar in type.
A bond investment house, underwriting
bonds secured by real estate, may guarantee, as an inducement to prospective
purchasers of bonds, completion of buildings which are to secure the bonds, but the
investment house usually will be protected by a bond of a surety company
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which will guarantee completion. Thus,
theoretically, there will be a contingent
asset as well as a contingent liability. As
a practical matter, if the mortgagor fails
to complete a building, the investment
house will pass the obligation for completion along to the surety company. The
ultimate risk to the investment house depends upon the integrity and financial responsibility of the surety company.
Unfulfilled contracts may carry with
them an obligation to meet certain payments after the balance sheet date. If,
and when, the payments are made, something in the form of an asset will be received; goods or construction work, presumably, with the bare possibility, of
course, that the contract might call for
services which would not tangibly enhance
the asset values.
In the latter instance there would be no
doubt about the contractual liability, the
only contingency depending upon the performance of the services. The payment
would have an adverse effect temporarily
on the financial condition, or until the expense could be recouped as a part of the
cost of goods or services sold.
When the contractual liability under unfulfilled contracts is for goods or for construction work, the acquisition of an asset
will accompany the booking of the liability. Here there will be no adverse
effect upon the financial condition, except
that in the case of goods the purchases
may have been made against a falling
market of more than temporary duration.
The danger to a concern which is liable
under unfulfilled contracts usually is not
that the proprietary equity will be adversely affected, but that the obligations
may impose a hardship in the matter of
current funds available after the payments
under the contracts have been made. But
added construction cost adds to property
and gives the property a higher borrowing
value under a bond and mortgage. Saleable goods, or raw materials about to pass
into saleable goods, ordinarily have substantial borrowing value. Thus, it appears
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that the contingency inheres not in the
fact that an obligation may have to be
met in the future, but in the possibility of
loss or expense in connection with that
which will be acquired as the result of
placing the liability on the books.
The arguments which have been advanced in connection with the foregoing
apply with equal force to certain contingent
liabilities for damages. Frequently, such
liability is covered by insurance and the
ultimate loss, if any, will hinge on the
ability of the insured to make out a satisfactory case against the insurance company or on the financial responsibility of
that company.
Taxes, meaning additional assessments,
to be slightly humorous, may be regarded,
without fear of challenge, as a certain liability, once a tax return has been questioned by a reviewing authority. The
amount only is in question. The only
tangible thing the taxpayer receives in
exchange for his money is a receipt, if
one disregards "life, liberty and the pursuit of happiness," which are guaranteed
to him by the Constitution.
There is a very good point in the Institute's reference to real estate bonds and

99

mortgages, although the steps suggested
with respect to protection might be questioned by those who are versed in real
estate procedure. The point is that if " A "
mortgages his property to " B , " and afterwards sells his property to " C , " with the
amount of the mortgage as a part of the
consideration received, " A " later may be
held for the amount of the mortgage, if
his mortgage obligation is not canceled
of record.
This whole discussion, in so far as it
relates to contingent liabilities, is a plea
not for treating lightly the subject of contingent liabilities, but for investigating
thoroughly and expressing accurately in
foot-notes relating to such matters, enough
of the facts to enable the reader of a
balance sheet containing such foot-notes
to reach a correct conclusion as to their
significance.
Foot-notes are not too popular with
clients. Often a client objects, with a
measure of justification, to some of the
foot-notes which are proposed. A client
may have no choice but to submit to a
foot-note where it is required, but he is
entitled to have the story told with all of
the pertinent facts.

Book Review
Harrison, G. Charter. Standard Costs,
Installation, Operation and Use. (New
York, The Ronald Press Company, 1930.
308 p.)
Magazine articles, professional papers
before various accounting and business
societies, and discussions before other
groups, indicate the interest in standard
costs. The fact that a number of large
and important corporations have installed
standard cost systems may be regarded as
reasonable evidence of the value of such
systems. The author, because of his years
of experience in this field, should be well
qualified to produce a book on this subject.
Business conditions in recent years
have brought increased keenness of competition, with smaller profit margins, and

intensified the need for cost systems which
will aid in controlling costs. The standard
cost system is presented by the author as
a means or method of predicting costs in
advance, for checking actual costs against
the standards set, and for determining the
causes of variations.
The introductory material points out the
advantages of standard costs. It is stated
that they provide the means not only of
controlling costs, but of actually reducing
costs. A prime advantage is the reduction
in the clerical force necessary to operate
the standard cost system as compared to
other methods of. cost accounting. The
standard cost system is compared with the
older job-order cost plan, the disadvantages of the latter being emphatically
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pointed out. The job-order plan had difficulty in handling burden charges until the
predetermined burden rate idea, which is
involved also in the standard cost plan, was
developed. Other disadvantages of the
job-order plan are the delay in furnishing
information, difficulty of indicating inefficiencies and showing the causes thereof,
and the high cost of operating such a system. The author, naturally, is very enthusiastic about standard costs, so much so
that apparently he sees little or no value
in the job-order cost system. Admitting
the advantages of standard costs and the
disadvantages of the job-order system,
there probably are those who believe that
the latter plan has merits and can be used
to advantage in numerous instances.
The standard cost idea is based on the
principle of exceptions. Definite standards are set, based on a comprehensive
study of the operations, the formulation of
material specifications, time studies of the
various operations as a means of determining piece work and day work rates, determination of the amount of burden and
other expenses that should be incurred,
and the profit margin to be obtained.
Attention is concentrated on the variations
from these standards which have been set,
and the causes for the variations found by
analysis.
The standard cost system in operation
usually is designed to give certain daily
reports. Promptness in reporting conditions often is the prerequisite to controlling costs and locating and correcting
inefficiencies. Cost and profit variation
analyses, efficiency and labor reports, and
various other daily, weekly, or monthly
statements may be prepared to call attention to and aid in the correction of inefficiencies.
An introductory chapter is devoted to
budgetary control, and then follow chapters explaining the methods of setting
standards, the technique and statement
work of standard costs, the development of
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cost variation formulas, which are useful
in analyzing the variations from standard,
and the installation of standard costs. The
two chapters preceding the last illustrate
the standard cost procedure as applied to
wholesaling and to manufacturing. The
last chapter deals exclusively with the
analysis of cost variations.
A clear understanding of standard costs
cannot be obtained by a first or casual reading of Standard Costs. The accountant in
the field, who has had occasional contact
with standard costs, may add to his knowledge considerably by a careful study of the
book. The executive or cost accountant in
daily contact with a standard cost system
will find much in the book to assist him to
a better understanding of standard costs.
Both executives and accountants should
find the book a desirable reference source.

New Partners
Announcement is made of the admission
to the firm, as of June 1, 1930, of Messrs.
Pearce C. Davis, of Seattle, Washington,
and George P. Auld, of New York.
Mr. Davis has been connected with the
organization since August 1, 1912, beginning his service in the San Francisco office.
On June 1, 1917, he was appointed manager of the Seattle office. Mr. Davis has
been active in both civic and educational
affairs in Seattle, where he has developed
a wide circle of friends and acquaintances.
Mr. Auld joined the Haskins & Sells
organization in March, 1924. Prior to that
time he had been successively Navy Supply
and Accounting Officer, Chief Accounting
Officer of the Navy, and Accountant General of the Reparation Commission. In
1924 he assisted Mr. Owen D . Young in
the installation of the Dawes Plan. Mr.
Auld is the author of "The Dawes Plan
and the New Economics," and various
articles on reparations and international
economics.

PRESS OF WILLIAM GREEN, NEW YORK

ATLANTA
BALTIMORE
BOSTON
BUFFALO
CHARLOTTE
CHATTANOOGA
CHICAGO
CINCINNATI
CLEVELAND
DALLAS
DENVER
DETROIT
JACKSONVILLE
KANSAS CITY
LOS ANGELES
MINNEAPOLIS
NEWARK
NEW ORLEANS
NEW YORK
PHILADELPHIA
PITTSBURGH
VOL. X I I I

HASKINS & SELLS
CERTIFIED PUBLIC ACCOUNTANTS

BULLETIN

(QUARTERLY)

EXECUTIVE OFFICES
16 BROAD STREET. NEW YORK

N E W YORK, OCTOBER,

1930

PORTLAND
PROVIDENCE
SAINT LOUIS
SAN DIEGO
SAN FRANCISCO
SEATTLE
TULSA
WATERTOWN
BERLIN
LONDON
MANILA
PARIS
SHANGHAI
HAVANA
MEXICO CITY
MONTREAL
No. 4

World Forces and Business

B

USINESS prognosticators tell us, in the
daily press, that the immediate future
of what is described as "general business"
looks brighter; that trade "appears" to be
climbing. Statistics relating to consumption of electric power, freight loadings, commitments for bituminous coal, building
construction, automobile and steel output
indicate, no matter how feebly, that the
bottom "may have been reached."
In the same columns one reads: "French
and German Shares Drop on Reich Election
Results," "London Stock Prices Forced
Lower in August," "Leading Copper Producers Cut Price One-fourth Cent," "Member Banks Report Drop in Earning Assets,"
"Eighth Paper Mill Closed in U . S. by
International."
A British writer observes that "there is
rather more hope in trade centers of some
recovery in the autumn, especially if the
outlook in India and China continues to
improve." But conditions in China are unsettled and India is giving vent to her injured feelings by attempting to boycott
British goods. Comparison of British Empire trade for the first six months of 1930
and 1929 shows results which are anything
but satisfactory.
Mr. Coolidge says capital is the largest
factor unemployed at the present time.
Such a situation is only logical. American
manufacturers are apprehensive concerning

foreign markets because of a falling off in
demand due to retaliatory tariffs since
America has become a producing country
with an output in excess of domestic
demand.
So the condition of uncertainty goes on
apace. But history proves that such conditions cannot continue indefinitely. Gradually world conditions will become adjusted. The effect of the new import and
export tariff schedules will be apparent.
American manufacturers will learn what
may and what may not be done advantageously. Uncertainty will be replaced
with at least a fair degree of certainty.
Confidence will overcome fear. Prosperity
will triumph over adversity. American ingenuity will ensure to America its fair share
of world trade and profit.
In the meantime, there is little perhaps
which accountants may do to remedy conditions. But there is no reason why they
should not maintain their usual poise.
There is no reason why they should not
be cheerful and optimistic for the future.
There is no reason why they should not give
their best thought to the individual problems of their clients. Accountants may
not be able to overcome world forces, but
they can keep themselves acquainted with
economic developments and help to orient
their clients' affairs in the situation as it
appears at the moment.
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The Philosophy of the Income Statement
statement of income and profit and
T HlossE has
been regarded in the past as too

much of a detached affair, having as its
purpose the mechanical connection between two amounts of earned surplus at
different dates. Rarely is there any
thought of its relation to the balance
sheet. The concept which it should have
when it fulfills its maximum usefulness is a
statement that displays historically the
results growing out of the use of capital in
an enterprise.
Capital, whether contributed, borrowed,
or left in the business as the result of profits
not withdrawn, is represented by assets.
These assets are distinguished from one
another by groups according to their respective uses. But all represent capital,
whether active or dormant. There is capital which is devoted to the turnover process; goods, goods in process, raw materials, accounts, notes, and cash. There is
capital devoted to service utilities in the
form of plant machinery equipment, etc.
There is capital needed neither in the turnover process for the time being, nor for
plant, and consequently invested temporarily in marketable securities. Or there
may be capital invested in the securities
of related enterprises held for purposes of
control or for income. Last, there is capital invested in expense to be prorated over
future periods.
The relation of the turnover group to the
income statement which portrays the development of profit or loss would not be
difficult to explain if it were not for cash
and for items of expense which are ignored
in the main on the asset side of the balance
sheet.
Cash may be eliminated by regarding it
as a substance which is used for the purpose
of liquidating liabilities. For example, all
value advanced to an enterprise gives rise
to liability. The workman who supplies
his services becomes a creditor precisely as
does the merchant who delivers goods.
Whether either is paid immediately or at

some future date does not change the character of the relationship nor the nature of
the obligation. Each either immediately or
in due course is entitled to receive his compensation. Nor does it matter, in so far as
the obligation of the recipient is concerned,
whether the value received is represented
by something tangible or intangible. A l l
creditors, no matter what the substance or
form of value advanced may be, are entitled
to be reimbursed ultimately in cash. Thus,
cash becomes merely a medium of exchange, notwithstanding that it has a
value at balance sheet dates.
Goods received seem easy enough to apprehend because they are tangible, they
are entered in a record to be accounted
for, and those that are sold are traced to
a debtor from whom payment is expected
to be received. But items of expense are
more nebulous. They represent services,
privileges, the use of facilities, or articles,
the substance and life of which are so temporary as to make it not worth while to
account for them in detail.
If expense items were regarded as representing capital supplied to an enterprise
by creditors and the expense values were
treated for income accounting as asset
values are treated, it would be an easy
matter to explain the philosophy of the
income statement. Therefore, in this discussion they will be so treated.
The enterprise dollar, that is, the dollar
representing the total capital employed in
the enterprise, may be considered, for purposes of illustration, to be made up of two
parts, twenty cents contributed by stockholders and eighty cents advanced by creditors. Upon taking up the consideration of
those things by which the enterprise dollar
is represented, namely, cash, goods, services, etc., the division of the dollar between the two groups which furnished the
dollar ceases to be material, except that the
lenders may have to be compensated for
the use of the money and, if so, that part
will have to be considered later.
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Passing now to the asset side of the
situation, there is a dollar which may be
spread out as follows:
Cash
$.20
Goods
56
Services and expenses
15
Plant facilities
.04
Marketable securities. . . . . .03
Deferred charges
02
$1.00
During some succeeding period of time
the goods are sold at a profit, based on
their cost, of 50 per cent. The services and
expenses have contributed to their sale.
The plant facilities have suffered some deterioration and an allowance of two cents
made for their loss in value. Marketable
securities have yielded a return of one cent.
Deferred charges have been regarded as
applicable to the period under consideration in the amount of one cent.
From this data the framework of the income statement may be constructed as
below:
Goods sold to customers at
a price of
$.84
Goods cost
$. 56
Services and expenses
cost
.15
Depreciation of plant
facilities, reckoned
at
02
Deferred charges apportioned to the
period
01
.74
Profit from goods
Income from securities

4.10
01

Total profit
$.11
Reverting to the balance sheet, the situation which results shows that receivables
from customers have taken the place of
goods, services and expenses, part of the
value of the plant, and part of the deferred
charges. The customer has become liable
for the following, which have been consolidated into an unitemized charge against
him:
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Goods which cost
$.56
Services and expenses applicable
.15
Depreciation
02
Deferred charges
.01
Profit
10
Total
The composition of the asset side of the
balance sheet now takes the following form:
Cash (original amount, plus
income from securities). . $.21
Accounts receivable
84
Plant(cost,lessdepreciation) .02
Marketable securities
03
Deferred charges
01
Total
$1.11
The increase in the assets is accounted
for by ten cents, which was added to the
cost of the goods sold, including all expenses incident to their sale, and by one
cent, which was derived from income on
securities. Values represented by goods,
services, expenses, plant facilities, and deferred charges have disappeared. In their
places has appeared an amount receivable
from customers.
Incidentally, there can be no question
as to where the profit is lodged, namely, in
the accounts receivable. The profit cannot
be realized until the accounts receivable
have been collected. But inasmuch as the
collection is based on a contract which is
enforceable at law, the profit having been
established, it may be recognized as such,
and accordingly the distribution of a corresponding amount as a dividend is permissible.
Note the liability side of the balance
sheet with profit now stated as earned
surplus:
Payable to creditors
$.
80
Investment of stockholders:
Represented by—
Capital stock issued in
exchange for original
contributions
$.20
Earned surplus
11
.31
Total

$1.11
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Stated in detail, the amounts payable to
creditors might be shown as follows:
Payable to creditors for:
Goods
$.56
Services and expenses. . . .15
Plant facilities
.04
Marketable securities
.03
Deferred charges
.02
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The purpose of the income statement is
to reflect the changes which take place,
during a period of time, in the balance
sheet. Except for the expense factor, it
could be said that the income statement
reflects the changes in the asset side of the
balance sheet. That this is not literally
true is due to the fact that expenses are not
recognized as contributing, even temporarily, any value, yet they go to make up
Total
$.80
If the business were to be liquidated be- a part of the cost which is charged, for refore a dividend had been paid and assuming covery, to the customer. It is the rightthat the accounts had been collected in handed treatment, as it were, through the
full, there would be $1.05 in cash, available liabilities, which causes the confusion.
for distribution. Creditors would receive
The philosophy of the income statement
eighty cents. There would be twenty-five may be stated broadly as follows: It is a
cents remaining, out of which stockholders statement designed to show the utilization
would receive their original contributions, of capital, with the net result thereof, durplus five cents of the profit earned. The ing a given period. The purpose of enterremainder of profit would depend on the prise is to keep the capital intact, to derive
amount which might be realized on the a profit from its use, and to compensate
plant property and the marketable secur- those who supply the capital. There is a
ities. The remainder of the deferred well-known principle of economics that the
charges obviously would be lost. Those production factors of land, labor, capital,
contrary-minded persons who might argue and enterprise give rise to the shares of
that stockholders would receive ten cents distribution characterized as rent, wages,
as profit out of the twenty-five cents of interest, and profits. The typical transaccash available, should be told that capital tion in a business enterprise, would show, if
does not become impaired as long as there it could be isolated and considered separare profits from which losses may be de- ately, the manner in which those who
ducted.
make advances to a dollar of capital and
The extreme simplicity of the foregoing profit entrusted to a customer are comillustrations may smack of amateurism, yet pensated.
it is asserted that something of the kind is
Capital entrusted temporarily
necessary if the income statement counterto customers from whom its
parts of the balance sheet changes are to be
recovery, with an additional
understood. The course of values and
amount for profit, is exlosses in value, weaving their way through
pected
$1.00
stages which are expected to culminate in
the realization of profit, is lost unless the
Distribution to those who have
relation of the counterparts is understood.
furnished the capital involved
There are no asset accounts for expenses,
in the transaction:
yet their effect on the assets is reflected in
Creditors who have not been
the accounts for liabilities. Whether or
paid:
not liabilities are liquidated has no relation
Suppliers of goods.. . . $.17
to profits, inasmuch as the transactions
Suppliers of services . . .08
which yield profits are with one set of indiLenders of facilities.. . .03
viduals, while the form and substance from
Money lenders for the
which profits are made originate with a
use of money
.04
different set.
Insurers (risk bearers) .01
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Governmental Agencies for taxes
.03
Investors (entrepreneurs)
for the following purposes:
Capital invested in
goods and services
which have been
paid for. .
.15
Capital borrowed, on
time, and invested
in goods and services
.12
Interest paid to money
lenders
.05
Rent paid to lenders
of facilities
.03
Taxes paid to governmental agencies
.02
E s t i m a t e d losses,
through use, in value of plant facilities .05
Estimated losses in
value of other assets
.02
Total distribution

.80

Leaving profit to compensate
the investors
$.20
The differentiation between capital supplied by creditors and that furnished by
investors is not attempted in the statement of income: First, because each transaction cannot be identified in this respect
and to attempt such differentiation would
be impracticable; second, classification according to the character of the capital involved is of more importance than according to whether those who supplied the
capital have or have not been compensated; third, because the liquidation aspect of the situation shows on the balance
sheet. In other words, the balance sheet
shows how much of the capital invested in
the enterprise has been borrowed and remains unpaid, and how much belongs to
the investors.
Further, the operations are not a sequence of isolated transactions, each of
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which can be analyzed and treated separately. Each transaction is part of a flow.
The flow is classified according to essential
elements and cut off at the end of accounting periods, coinciding with balance sheet
dates, so as to show the volume of flow
during a preceding period. Thus, the income statement exhibits the sales which
have been charged to customers during a
period. This charge embodies not only
the cost of the goods, but all other known
or anticipated charges which must be recovered in order to keep the capital of the
organization intact, and as well a margin
for profit.
The profit which is added is based on
the cost of goods. It is affected adversely
by the expense of selling the goods, the
expense of administering the business, the
expense of financing, and the reduction in
asset values incident to use or loss. It is
affected favorably by any miscellaneous
income that may be derived from the temporary investment of capital not required
for working purposes, or from interest
charged to others for their use of the company's capital. These characteristics of
operations afford the basis for the form of
income statement, to wit:
Sales
$100,000.00
Cost of g o o d s . . . . . .
60,000.00
Gross profit
$ 40,000.00
Selling expenses. . . .
5,000.00
Remainder of gross
profit
$ 35,000.00
Administrative and
general expenses. .
20,000.00
Net profit — income
from operations.. . $ 15,000.00
Other income
2,000.00
Gross income
$ 17,000.00
Deductions from income
7,000.00
Net income — profit
for the period
$ 10,000.00
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Such is the general structure of the income statement. A l l income statements
are based on the principles embodied
therein, whether they be more highly refined and elaborate, or more simple and
condensed. For the period which it covers
an income statement represents a tug-ofwar, as it were, affecting the capital invested in the business. Sales forces are at
work trying to increase the capital by selling goods at higher prices. Buying forces
are endeavoring to purchase the goods at
the lowest possible prices. The administrative division is constantly striving to
keep expenses at the minimum point consistent with efficiency. Directors undertake the task of borrowing capital as
cheaply, and employing it as economically,
as possible.
How well these various forces of organization have succeeded in their efforts is
shown by the income statement. This
question may be judged by studying percentage relationships, by comparing the
data of one period with those of prior
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periods, with the data of similar companies,
and with the average of groups of similar
companies. Ability to interpret the causes
of fluctuations also is useful in this respect. Another valuable test is the percentage of return on invested capital, as
is also the number of times the capital has
been turned over.
The income statement is a fertile source
of information. It is not strange that it
has been characterized as representing the
dynamic forces of business enterprise.
Somewhat like electricity, the results are
apparent, but the way in which these
forces accomplish the results is something
of a mystery.
A thorough study and understanding of
the functions of the income statement and
the relation to the balance sheet, not
merely as a balancing statement for tying
up the surplus, would add greatly to the
accountant's equipment in his attempt to
interpret the operations of a business, and
make the resulting information useful to
clients.

Acceptances Under Letters of Credit Against Merchandise
Received Under Trust Receipt
(Reprinted from the July, 1930, Bulletin of the American Institute of Accountants)
E detail in accounting practice conONcerning
which there seems to be some

as security for the payment of the draft.
A bank rarely delivers merchandise under
lack of knowledge, or lack of consideration acceptances without securing a trust reon the part of accountants, is the treat- ceipt.
ment of acceptances under letters of credit.
Often it would be difficult to identify or
In order to avoid misunderstandings it is segregate the pledged assets, because the
important that accountants should be thor- merchandise released to the manufacturer
oughly informed regarding the handling of on trust receipt may have gone into manusuch transactions.
facture and lost its identity before the
Ordinarily banks issuing letters of credit liability has been discharged. In such
either hold documents evidencing posses- cases it is impossible for the accountant
sion of the merchandise against which they to show the specific asset pledged, but it
have accepted drafts, or have delivered the is important to indicate that the bank,
merchandise to the customer on a trust theoretically at least, has recourse to the
receipt. In either case, the bank holds merchandise ahead of any other creditor
title to the merchandise, as the trust re- should the acceptance not be paid. Proper
ceipt states that the merchant or manu- accounting requires that all secured liafacturer holds the merchandise at all times bilities should be captioned as such.
in trust for the bank, or if sold, the acAcceptances under letters of credit may
counts receivable or proceeds of the sale, be described in various ways, but a de-
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scription which seems to cover this adequately is the following: "Acceptances
under letters of credit against merchandise
received under trust receipt." This is an
exact statement of fact. It is not asserted
that the item is collateraled by anything
or secured by anything, because neither
statement might be correct in the sense
that would apply to a regular collateral
loan. Everybody, though, who understands the nature of a trust receipt is put
on notice that the holder of these acceptances has a lien on certain of the assets
which comes ahead of other creditors.
Banks are sometimes blamed for not
reporting to the accountant the fact that
they hold a lien on the assets covered by
acceptances. In some instances the bank
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may be careless, but at other times the
fault lies with the accountant. Frequently
the forms used by accountants in confirming liabilities with banks do not call for
information covering acceptance credits.
Banks have to be careful in reporting
dealings with customers and usually feel
that they should not volunteer details not
called for on the confirmation blank. Accountants should familiarize themselves
with the handling of acceptance credits
and should frame their questions to the
banks with sufficient completeness to cover
all important phases of these transactions.
If acceptances are known to exist, the accountant should satisfy himself that he
has all the facts and should present them
properly.

Michigan Corporation Law
H E present Michigan law governing
Tcorporations,
as amended under Act 267

of the 1929 law, now contains certain provisions which are likely to cause difficulty
of interpretation and application when
questions affecting surplus and dividends
arise.
The law now attempts to define surplus
in the following terms:
"The excess, if any, at any given time,
of the total net assets of the corporation
over the amount so determined to be capital shall be surplus available for all purposes for which surplus earnings may
properly be applied."
From this, surplus earnings usually being
subject to appropriation for dividends, one
may reason that any excess of net assets
over stated capital may be appropriated
for dividends. If this conclusion is correct, any surplus, regardless of how derived, may be so treated. This would
apply to capital surplus of any kind, not
omitting that so-called capital surplus
which sometimes is said to result from
appraisals.
In further respects the present law has
been changed to permit of greater latitude
in the treatment of capital. Boards of

directors now may determine, as in Delaware corporations, that only a part of the
consideration received for capital stock
shall be capital. But, as in Ohio corporations, the determination must be made at
the time of issuance, if cash is the consideration, or within sixty days after the
issuance, if the consideration is property,
or partly cash and partly property. The
limitation of time imposed upon corporations which had issued capital stock prior
to the date on which the amendment became effective, was fixed at July 1, 1930.
Out of the new law one may read such
provisions as that capital stock without
par value may not be issued except for
some consideration. The consideration
may be that which is prescribed in the
articles of incorporation, or the fair market
value as fixed by the directors, whose
judgment in the absence of fraud is conclusive, or such consideration as shall be
consented to by two-thirds of the shareholders of each class of stock outstanding.
Again, one discovers that premium on
shares having a par value may be treated
as surplus available for dividends. This is
by reason of the passage which reads:
"* * * unless all the shares issued shall
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be shares having a par value, in which case
the amount of the part of such consideration so determined to be capital need be
only equal to the aggregate par value of
such shares."
From an accounting point of view, there
is not too much enthusiasm to be generated by the changes noted. Accountants
and economists generally do not subscribe
to the doctrine of making capital available
for dividends. Accountants differ on the
question of whether premium on stocks
sold shall be treated as capital or as profit.
Those who specialize in non-par stock
questions are not of one mind with respect
to the propriety of issuing shares without
par value where no new consideration is to
be received. Consequently, for so much
of the new law as clarifies these matters
for Michigan corporations, there is reason
to be thankful. Perhaps the provision
with respect to surplus will be clear enough
if it is taken literally. If it is construed to
mean that the excess of net assets over
stated capital is earned surplus, there will
be trouble.
Annual Meeting
The 1930 annual meeting of the partners
and managers was called to order Monday
morning, September 22, promptly at 10
o'clock.
The sessions on Monday, interspersed by
a buffet lunch served in the library, were
devoted to a consideration of the firm's
activities, a review of the general business
situation, a discussion of the business outlook, and plans for the future.
Tuesday's program covered such subjects as the legal responsibility of auditors,
relations with clients, technical questions,
particularly those raised by the Robert
Morris Associates, the proposed general
questionnaire, and fidelity bonds. The
paper on the last-named subject will be
printed and distributed to the practice
offices for use of such offices in assisting
clients with their bonding problems, which
in these days are numerous and complicated.
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The presence at the meetings of M r .
Ludlam was a matter of gratification to all
in attendance.
Wednesday was given over to golf at the
Round Hill Club, Greenwich, Connecticut.
Mrs. Carter entertained the women present
with luncheon and bridge at her home.
The golf tournament was followed in the
evening by a dinner dance at Round Hill,
where all were the guests of Colonel and
Mrs. Carter.
The golf prizes were won by Mr.
McEwen, with a net score of 70; M r . Bell,
with a net score of 74; and Mr. Hill, with
a net score of 75.
Another annual meeting has contributed
to unifying the organization and stimulating its members to work for bigger and
better results in the future.
News Items
Colonel Carter attended the annual
meeting of the American Institute of
Accountants, held at Colorado Springs,
Colorado, in September, visiting some of
the western practice offices while en route.
Mr. Wildman returned to the office on
September 15, sailing from Southampton,
England, on the Belgenland, after a very
pleasant vacation spent touring the continent.
We are pleased to announce that M r .
Bowen has been successful in passing the
C. P. A . examination of the State of Ohio.
We are pleased to announce that Messrs.
T. H . Carstensen and H . H . Byers, of our
Portland office, were successful in passing
the May examination of the American Institute of Accountants, and have received
the Oregon C. P. A . certificate.
Mr. Donald Edwin, of the Los Angeles
office, is to be congratulated upon successfully passing the C. P. A . examination of
the State of California.
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